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ABSTRACT
Investment framework is one of the most significant components that impact the com-
pany’s value. Reliable funding choices for a company generally lead to a capital structure 
that increases the firm’s value (Abor, 2006). Early studies provide contradictory reviews 
about a company’s capital structure decisions. This paper investigates the partial adjust-
ment model for a company’s target capital structure. The study also explores how compa-
nies operating in different sectors of Pakistani market adjust towards the target capital 
structure levels. The study also recognizes that an unanticipated share price change also 
have an effect on the target capital structure. The results indicate that companies do have 
target leverage and that their adjustment speed varies from sector to sector of the Pakistani 
market. A typical sector closes more than 50% of the gap between its actual and its target 
debt ratios within one year.
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INTRODUCTION
Capital Structure, in simple terms, informs the use of debt and 
equity by a company to raise the required funds over a certain 
period of time. According to Kundakchyan & Zulfakarova 
(2014), the Optimal Capital Structure for a company is one 
which offers a balance between the ideal debt-to-equity ratios 
and minimizes the firm's cost of capital. In other words, it is 
the mix of debt and equity that maximizes a firm's return on 
capital, thereby maximizing its value. The relationship 
between capital structure and firm value has been the subject 
of considerable debate, both in theoretical and empirical 
research (Hatfield, 1994). As Optimal Capital Structure 
influences almost every aspect of the firm financial profile 
from risk profile to expected returns of the company and thus it 
is considered as one of the most important decisions.  During 
the last few decades, target capital structure has become one of 
the key concerns in the literature of modern corporate finance. 
Many researchers have studied the complex set of factors that 
are used by the companies to establish their optimal capital 
structure. Few of these factors include sector’s leverage ratio, 
firm size, GDP growth, profitability, inflation and financial 
risk. However, Baltaci & Ayaydin (2014) suggests that capital 
structure of financial as well as non-financial companies is 
ultimately determined by the same drivers. Many researchers 
have also pointed out the influence of multiple factors which 
affect the capital structure decisions and many vary across 
industries (Bevan & Danbolt, 2002; Bancel & Mittoo, 2004; 
Bhabra et al., 2009; Frank & Goyal, 2009). Despite extensive 
academic research and empirical literature, identification of 
factors that are generically relevant to capital structure 
decisions is still an ongoing task.
Modigliani and Miller (1958) derived their theorem of 
irrelevance between leverage and firm value through a set of 
assumptions. Since then various studies tried to explain the 
capital structure and firm value in the context of taxes, agency 
costs, insolvency cost, and information asymmetry. Trade-off 
theory, Pecking Order theory and Market-timing hypothesis 
were developed to find out the mechanism behind the changes 
in debt-equity structure. Fama & French (2002) and Huang & 
Ritter (2009) suggest that all these theories have limited 
validity in explaining financial behavior of the companies.
Target capital structure hypothesis has been tested extensively 
in the literature of corporate finance. In general, researchers 
often raise question about whether companies have an optimal 
capital structure? And if so, will companies choose to bridge 
the gap between the target and actual or just stay in disequilib-
rium? When optimal capital structure (target) and the actual 
capital structure are the same, it reflects a state of equilibrium. 
It would be interesting to examine this issue within the context 
of an emerging economy like Pakistan. This research 
investigates the panel data consisting of 200 listed firms on 
Karachi Stock Exchange (KSE) of Pakistan covering a time 
span spread over 7 years from the financial year 2006 to year 
2012. It would be interesting to investigate whether the sample 
companies have long term capital structure targets and how 
rapidly they adjust towards the target structure. While earlier 
studies that have practical experimental conditions didn’t 
identify the potential for partial modification but according to 
Flannery and Rangan (2006), incomplete modification of 
companies leverage model specifies that they do have target 
capital structures. 
As a corollary of the above share price performance is another 
factor that company managers are likely to consider while 
making a capital structure decision. Baker and Wurgler (2002) 
suggest that by issuing equity when share prices increases, 
managers could minimize the cost of capital implying that 
market conditions influence the Pecking Order. However, 
Hovakimian (2001) shows that the timing of equity issuance 
does not have any significant long-lasting impact on capital 
structure. Consistent with the prediction of the Pecking Order 
theory that managers issue shares when they are overvalued, 
the negative and significant effect of share price performance 
on both market and book leverage confirms that managers 
issue equity after an increase in the market price of their shares 
(Antoniou et al., 2008). Hovakimian et al. (2004) also report 
an inverse relation between target leverage and changes in 
share price.
RESEARCH OBJECTIVES
This paper aims to analyze partial adjustment towards target 
capital structure, adjustment speed and the time to cover the 
gap between actual and target leverage ratios by using panel 
data and focusing on financial behavior of capital structure 
from the perspective of emerging markets. It also aims to 
investigate whether companies adjust their leverage targets at 
a relatively lower speed towards target leverage in Pakistan. 
The research study would further explore how companies 
operating in different sectors of Pakistani market adjust 
towards the target capital structure levels. Lastly, the paper 
would ascertain if anticipated price changes have an impact on 
company’s target capital structure. In all therefore, the paper 
would try to empirically respond to the above specified areas.
RESEARCH SIGNIFICANCE
This paper primarily contributes in two ways to the existing 
literature. Firstly, existing systematic empirical studies are 
based on developed countries and there are limited studies 
focusing on the financing behavior of capital structure from an 
emerging-markets perspective. Secondly, with regard to 
empirical analysis, the study adopts the dynamic panel data 
methodology with a set of firm-level characteristics instead of 
static approaches. The findings provide insights behind 
dynamics of capital structure and determine the factors that 
help to achieve the optimal capital structure during the long-
term adjustment towards equilibrium. 
LITERATURE REVIEW
The problem of a known capital structure, which can enhance 
the shareholder value, is considered to be one of the most 
important debates in the field of finance (Kayo & Kimura, 
2011). The work on the topic of “capital structure” in the field 
of corporate finance was first started by the Modigliani and 
Miller (1958), who proposed that no impact of debt-equity can 
be observed on the firm’s value in a perfect capital market. 
Later, their proposition II theory states that the risk to equity 
holders increases with leverage. Within the Trade Off theory 
conceptualization, static as well as dynamic perspective 
describes capital structure behavior. The Static Trade Off 
theory indicates that keeping the investment plans and assets 
constant, optimal capital structure would be established by 
trading off between the tax advantages and the financial 
distress costs of debt financing (Modigliani and Miller, 1958).  
On the other hand, the Dynamic Trade Off theory states that 
actual capital structure might differ from the optimal level and 
firm will rebalance its financing activities to lead capital 
structure back to the optimal level when the advantages 
prevail over the costs of adjustment (Fisher, Heinkle & 
Zechner, 1989).
The Trade Off theory focuses on the benefits and costs of debt 
and finds that a combination of optimal leverage level helps to 
maximize the firm’s value and every firm struggles to achieve 
a target leverage ratio to capitalize a firm’s value 
(Gungoraydinoglu and Oztekin, 2011).  Rajan and Zingales 
(1995) and Titman and Wessels (1988), in their studies 
employed a static framework to determine the target financial 
leverage but they do not answer the question of whether 
leverage tends to revert to a target. As a result, increased 
leverage removes the shareholder’s conflict & agency costs of 
equity. On the other hand, Myers (1984) Pecking Order theory 
proposes that firms most likely prefer to finance new invest-
ments, first with internally raised funds (retained earnings), 
then with external funds (debt) and issue equity as a final 
resort. He further argues that issuance of debt secured by 
collateral assists to minimize asymmetric information related 
to costs of financing. 
Given the above brief discussion, it is questionable whether 
optimal capital structure really exists. First, a firm’s leverage 
ratio may not always harmonize to optimal capital structure. 
Second, if firms’ current leverage differs from optimal capital 
structures, how would a firm adjust capital structure towards 
the optimal leverage? To respond to this issue, a series of 
papers were produced on the adjustment behavior of compa-
nies towards the capital structure. Jalilav and Harris (1984) 
were among the first to analyze the dynamic target behavior of 
firms, using data from a limited sample of manufacturing 
firms from 1963 to 1978. They employ a partial adjustment 
process of firms to long-run financial targets.
Fischer, Heinkel and Zechner (1989) in their study developed 
a model of dynamic capital structure choice. The study used 
the observed debt ratio range of a firm as an empirical measure 
of capital structure relevance. Data of 999 firms was selected 
randomly from among all COMPUSTAT-listed firms with 
complete quarterly debt ratio data over the period of 1977-85 
and regression was used. They strongly support the theoretical 
model of relevant capital structure choice in a dynamic setting. 
Other empirical work done by Baker and Wurgler (2002) on 
Market Timing theory explains that there is a negative 
relationship between external finance-weighted average of 
historical market-to-book ratios with the current market 
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INTRODUCTION
Capital Structure, in simple terms, informs the use of debt and 
equity by a company to raise the required funds over a certain 
period of time. According to Kundakchyan & Zulfakarova 
(2014), the Optimal Capital Structure for a company is one 
which offers a balance between the ideal debt-to-equity ratios 
and minimizes the firm's cost of capital. In other words, it is 
the mix of debt and equity that maximizes a firm's return on 
capital, thereby maximizing its value. The relationship 
between capital structure and firm value has been the subject 
of considerable debate, both in theoretical and empirical 
research (Hatfield, 1994). As Optimal Capital Structure 
influences almost every aspect of the firm financial profile 
from risk profile to expected returns of the company and thus it 
is considered as one of the most important decisions.  During 
the last few decades, target capital structure has become one of 
the key concerns in the literature of modern corporate finance. 
Many researchers have studied the complex set of factors that 
are used by the companies to establish their optimal capital 
structure. Few of these factors include sector’s leverage ratio, 
firm size, GDP growth, profitability, inflation and financial 
risk. However, Baltaci & Ayaydin (2014) suggests that capital 
structure of financial as well as non-financial companies is 
ultimately determined by the same drivers. Many researchers 
have also pointed out the influence of multiple factors which 
affect the capital structure decisions and many vary across 
industries (Bevan & Danbolt, 2002; Bancel & Mittoo, 2004; 
Bhabra et al., 2009; Frank & Goyal, 2009). Despite extensive 
academic research and empirical literature, identification of 
factors that are generically relevant to capital structure 
decisions is still an ongoing task.
Modigliani and Miller (1958) derived their theorem of 
irrelevance between leverage and firm value through a set of 
assumptions. Since then various studies tried to explain the 
capital structure and firm value in the context of taxes, agency 
costs, insolvency cost, and information asymmetry. Trade-off 
theory, Pecking Order theory and Market-timing hypothesis 
were developed to find out the mechanism behind the changes 
in debt-equity structure. Fama & French (2002) and Huang & 
Ritter (2009) suggest that all these theories have limited 
validity in explaining financial behavior of the companies.
Target capital structure hypothesis has been tested extensively 
in the literature of corporate finance. In general, researchers 
often raise question about whether companies have an optimal 
capital structure? And if so, will companies choose to bridge 
the gap between the target and actual or just stay in disequilib-
rium? When optimal capital structure (target) and the actual 
capital structure are the same, it reflects a state of equilibrium. 
It would be interesting to examine this issue within the context 
of an emerging economy like Pakistan. This research 
investigates the panel data consisting of 200 listed firms on 
Karachi Stock Exchange (KSE) of Pakistan covering a time 
span spread over 7 years from the financial year 2006 to year 
2012. It would be interesting to investigate whether the sample 
companies have long term capital structure targets and how 
rapidly they adjust towards the target structure. While earlier 
studies that have practical experimental conditions didn’t 
identify the potential for partial modification but according to 
Flannery and Rangan (2006), incomplete modification of 
companies leverage model specifies that they do have target 
capital structures. 
As a corollary of the above share price performance is another 
factor that company managers are likely to consider while 
making a capital structure decision. Baker and Wurgler (2002) 
suggest that by issuing equity when share prices increases, 
managers could minimize the cost of capital implying that 
market conditions influence the Pecking Order. However, 
Hovakimian (2001) shows that the timing of equity issuance 
does not have any significant long-lasting impact on capital 
structure. Consistent with the prediction of the Pecking Order 
theory that managers issue shares when they are overvalued, 
the negative and significant effect of share price performance 
on both market and book leverage confirms that managers 
issue equity after an increase in the market price of their shares 
(Antoniou et al., 2008). Hovakimian et al. (2004) also report 
an inverse relation between target leverage and changes in 
share price.
RESEARCH OBJECTIVES
This paper aims to analyze partial adjustment towards target 
capital structure, adjustment speed and the time to cover the 
gap between actual and target leverage ratios by using panel 
data and focusing on financial behavior of capital structure 
from the perspective of emerging markets. It also aims to 
investigate whether companies adjust their leverage targets at 
a relatively lower speed towards target leverage in Pakistan. 
The research study would further explore how companies 
operating in different sectors of Pakistani market adjust 
towards the target capital structure levels. Lastly, the paper 
would ascertain if anticipated price changes have an impact on 
company’s target capital structure. In all therefore, the paper 
would try to empirically respond to the above specified areas.
RESEARCH SIGNIFICANCE
This paper primarily contributes in two ways to the existing 
literature. Firstly, existing systematic empirical studies are 
based on developed countries and there are limited studies 
focusing on the financing behavior of capital structure from an 
emerging-markets perspective. Secondly, with regard to 
empirical analysis, the study adopts the dynamic panel data 
methodology with a set of firm-level characteristics instead of 
static approaches. The findings provide insights behind 
dynamics of capital structure and determine the factors that 
help to achieve the optimal capital structure during the long-
term adjustment towards equilibrium. 
LITERATURE REVIEW
The problem of a known capital structure, which can enhance 
the shareholder value, is considered to be one of the most 
important debates in the field of finance (Kayo & Kimura, 
2011). The work on the topic of “capital structure” in the field 
of corporate finance was first started by the Modigliani and 
Miller (1958), who proposed that no impact of debt-equity can 
be observed on the firm’s value in a perfect capital market. 
Later, their proposition II theory states that the risk to equity 
holders increases with leverage. Within the Trade Off theory 
conceptualization, static as well as dynamic perspective 
describes capital structure behavior. The Static Trade Off 
theory indicates that keeping the investment plans and assets 
constant, optimal capital structure would be established by 
trading off between the tax advantages and the financial 
distress costs of debt financing (Modigliani and Miller, 1958).  
On the other hand, the Dynamic Trade Off theory states that 
actual capital structure might differ from the optimal level and 
firm will rebalance its financing activities to lead capital 
structure back to the optimal level when the advantages 
prevail over the costs of adjustment (Fisher, Heinkle & 
Zechner, 1989).
The Trade Off theory focuses on the benefits and costs of debt 
and finds that a combination of optimal leverage level helps to 
maximize the firm’s value and every firm struggles to achieve 
a target leverage ratio to capitalize a firm’s value 
(Gungoraydinoglu and Oztekin, 2011).  Rajan and Zingales 
(1995) and Titman and Wessels (1988), in their studies 
employed a static framework to determine the target financial 
leverage but they do not answer the question of whether 
leverage tends to revert to a target. As a result, increased 
leverage removes the shareholder’s conflict & agency costs of 
equity. On the other hand, Myers (1984) Pecking Order theory 
proposes that firms most likely prefer to finance new invest-
ments, first with internally raised funds (retained earnings), 
then with external funds (debt) and issue equity as a final 
resort. He further argues that issuance of debt secured by 
collateral assists to minimize asymmetric information related 
to costs of financing. 
Given the above brief discussion, it is questionable whether 
optimal capital structure really exists. First, a firm’s leverage 
ratio may not always harmonize to optimal capital structure. 
Second, if firms’ current leverage differs from optimal capital 
structures, how would a firm adjust capital structure towards 
the optimal leverage? To respond to this issue, a series of 
papers were produced on the adjustment behavior of compa-
nies towards the capital structure. Jalilav and Harris (1984) 
were among the first to analyze the dynamic target behavior of 
firms, using data from a limited sample of manufacturing 
firms from 1963 to 1978. They employ a partial adjustment 
process of firms to long-run financial targets.
Fischer, Heinkel and Zechner (1989) in their study developed 
a model of dynamic capital structure choice. The study used 
the observed debt ratio range of a firm as an empirical measure 
of capital structure relevance. Data of 999 firms was selected 
randomly from among all COMPUSTAT-listed firms with 
complete quarterly debt ratio data over the period of 1977-85 
and regression was used. They strongly support the theoretical 
model of relevant capital structure choice in a dynamic setting. 
Other empirical work done by Baker and Wurgler (2002) on 
Market Timing theory explains that there is a negative 
relationship between external finance-weighted average of 
historical market-to-book ratios with the current market 
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leverage, and this evidence is conceptualized as market 
timing. A number of studies confirm that the issuance of 
securities depends upon the history of firm’s market value 
(Hovakimian, Olper & Titman, 2001; Baker & Wurgler, 2002; 
Welch, 2004; Flannery & Rangan, 2006; Kayhan & Titman, 
2007).
Hovakimian et al. (2001), who also examine the borrowing 
choice of all firms from the Compustat data from 1979 to 1997 
in a dynamic framework and point out that firm, would set a 
time-varying rather than a constant target debt ratio for which 
managers make financial decisions. 
 Loof (2003) with a sample of the 483 listed firms in US from 
1989 to 1996 investigated the efficiency of financial system to 
reallocate resources from savings to investments and found 
that there were large cross-country differences in determinants 
of optimal capital structure and observed leverage was often 
different from target in both equity and debt dominated 
systems. Moreover, Leary and Roberts (2005) conducted a 
duration analysis specifically on the rebalancing behavior of 
non-financial and non-utility firms from annual Compustat 
data during the year 1962 to year 2000. They concluded that 
firms within the sample adjust at a frequency of once a year to 
keep the actual debt ratio within a target range. Furthermore, 
the persistent effects of shock are actually generated by 
adjustment costs.
Flannery and Rangan (2006) indicated that when firms’ actual 
leverage differs from their optimal capital structure, firms 
partially adjust their leverage ratio towards their target capital 
structure. Several studies such as Lemmon & Zender (2008), 
Huang and Ritter (2009), Elsas and Florysiak (2010) were 
conducted to determine whether firms converge to their target 
capital structure focusing on the estimation of the speed of 
adjustment.
The findings specify that firms partially converge to their 
target capital structure, but the speeds of adjustment vary 
across countries and leverage proxy. (Giannetti, 2003; Bancel 
& Mittoo, 2004; Antoniou, 2008; Beck, 2009; Psillaki & 
Daskalakis, 2009; Gropp & Heider, 2010; Kayo and Kimura, 
2011; Oztekin& Flannery, 2012; Joeveer, 2013).  Moreover, 
most investigations are based on companies in developed 
countries, and rarely are companies rooted in developing 
countries, especially in Pakistan. The adjustment speeds 
towards target capital structure are disagreed and still need 
further studies. Diversified results of estimated speed towards 
optimal debt ratio are reported by previous literature.
Yanmin, QianYao, Tony and Wirjanto (2009) investigated the 
determinants of capital structure for 650 Chinese publicly 
listed companies over the period from 1999 to 2004 and 
observed that the Chinese firms adjust towards an equilibrium 
level of debt ratio in a given year at a very slow rate. In a study 
conducted to investigate the determinants of capital structure 
of firms operating in the Asia Pacific region, over the period of 
1993-2001, a sample of all non-financial firms listed in the 
relevant national stock exchanges was used. The findings 
suggested that the capital structure decision of firms was 
influenced by the environment in which they operated 
(Deesomsak, Paudyal & Pescetto, 2004)
PARTIAL ADJUSTMENT MODELS
Unfortunately, adjustment cost can’t be observed, therefore, 
speed of adjustment acts as an important device to measure the 
unobserved adjustment costs and to analyze target behavior at 
the same time. Regularly used by existing literature (Fama & 
French, 2002; Flannery & Rangan, 2006; Huang & Ritter, 
2009), the typical partial adjustment model is:
MDRi,t+1 -MDR i t = ?1 (MDRi,t* - MDRi,t) + µi, t+1
Where, 
MDR i,t is firm’s debt ratio at time t
MDR i,t* is firm i’s targeted debt ratio at the end of period t
Also, a firm mostly completes ?1 of the annual gap (Flannery 
and Rangan, 2006). Putting MDRi,t* = ßXit  into above 
equation gives
MDRi,t+1 - MDR i,t = ?1ßXi,t- ?1MDR i,t + µi,t+1
From overhead equation estimating the target leverage 
according to this regression study assumes that firms reach 
towards their target leverage within period of time. Put ?1 = 1, 
we get
MDRi,t+1 = ßXi,t+ µ i,t+1 ………….. (1)
Where MDR is the ratio of debt and Xi,t variables determine a 
firm’s long-run target debt ratio as explained in Table 1.
Using OLS regression with Fama-MacBeth time-series 
standard errors, Fama and French (2002) measured adjust-
ment speed ranging from 7% to 18% per year, which is 
suspiciously slow.  In China, Tong & Ning (2004) first 
introduced the dynamic adjustment framework with panel 
data of 249 listed firms covering 1997-2003. He came to the 
conclusion that Chinese companies conduct a partial adjust-
ment procedure at a speed of 27.75%. He also concluded that 
in underdeveloped economy and financial system, listed 
companies face higher adjustment costs, which could account 
for the slower targeting pace. 
Flannery and Rangan (2006) reported different speed of 
adjustments towards the target capital structure depending on 
various estimation techniques, and they also demonstrated 
that by applying firm-specific effects, the estimation becomes 
much higher, reaching approximately 38% per year by market 
value of debt ratio. Wang, Zhou and Fang (2007) estimated the 
speed of adjustment towards target debt ratio as 27.3% and 
41.4% with pooled OLS and firm-fixed effects in China, 
focusing on 620 public listed companies respectively. Qian, 
Tian and Wirjanto (2009) choose a sample of 3,900 firm-year 
observations for 650 firms over the period of 1999 to 2004. 
They apply generalized methods of moments (GMM) and 
estimated that listed companies in China rebalance to the 
equilibrium level of debt at a rate of 18.5%.Adopting the 
GMM method, Lemmon & Zender (2008) estimated speed of 
adjustment with book leverage, and obtain a moderate rate of 
25% per year. 
An incomplete adjustment model has been used to locate that 
American and British firms are balancing their capital 
structure again to target leverage ratios (Ozkan, 2001; 
Flannery & Rangan, 2006). In the same way, an asymmetric 
partial adjustment model has been employed to estimate the 
capital structure of UK firms, resulting that in order to keep 
away from the cost of insolvency and liquidation; highly 
leveraged firms are efficient towards adjusting their capital 
structure (Dang, Garrett & Nguyen, 2011). A later study by 
Huang and Ritter (2009), using long differencing OLS 
regression with firm-fixed effects, estimates the adjustment 
speed of 17% for book leverage and 23.2% for market 
leverage. Park and Kim (2011) investigated the managerial 
overconfidence relationship with the firm leverage that is 
listed in the Korean Stock Market over the period of 1985 to 
2007. Their findings stated that overconfidence of the 
management lead to increase the leverage of the firms.
Getzmann et al., (2010) investigated the capital structure and 
speed towards the ratio of target capital structure adjustments 
in Asia, United States, and Europe with the help of large panel 
data set of 2,706 companies through GMM estimations. They 
indicate that Trade Off theory has large explanatory power for 
the capital structure choices of large firms in Asia, Europe and 
the U.S.A. Additionally, their results provide evidence that 
industry-fixed effects influence capital structure choices and 
adjustment speeds across these major regions of the world 
economy.
Smith, Chen, and Anderson (2010) investigated how quickly 
New Zealand firms within industries adjust towards target 
debt ratios between 1984 and 2009.Industries that have 
relatively high risk are more likely to have higher levels of 
debt, and also to revert more quickly to a target ratio from 
which they have deviated. On the other hand, firms in 
industries that have relatively low risk are more likely to have 
lower levels of debt, and to feel less urgency to move rapidly 
back to a target ratio. 
Monteforte & Raffaelle (2014) examined the diversification 
of geography and products that are related to the capital 
structure individually, this diversification increased in 
leverage in the Italian firms. Findings of the study stated that 
when firms engage in these diversification strategies, debt cost 
of agency and problem of asymmetric information may 
increase, it helps the company to reduce their capacity of debt. 
Ovtchinnikov (2010) examined deregulations impact 
significantly at the operating environment and leverage 
decisions of the firms. Exogenous shocks affect on capital 
structure that response to the change in operating environ-
ment. Dang, Garrett, and Nguyen (2011) in their research 
work in France, Germany, Japan, UK and US concluded that 
firms that adjust their target leverage quickly have lower 
growth and profitabilityopportunities.
A more recent paper by Hovakimian, Opler & & Titman 
(2011) reported the results of a full-sample OLS regression of 
35.7% and 13.2% with and without firm-fixed effect for target 
adjustments, respectively. Tucker and Stoja (2011)  examined 
the impact of industry membership on the capital structure 
dynamics of UK quoted firms over the period 1968 to 2006. 
They found that adjustment towards a given target is rapid, 
taking on average no more than four years. Chung and Shen 
(2011) examined the Pecking Order hypothesis and suggested 
that firms associated with higher information asymmetries 
should have higher incentives to issue debt. Information 
asymmetry creates two effects on capital structure decisions 
and found a positive relationship between information 
asymmetry and debt financing. 
Issler (2013) investigated the Trade Off theory of capital 
structure, firms issue short-term debt when the term spread is 
positive and they increase maturity as the term spread 
decreases. Firms optimally issue short-term debt to reduce the 
chance of bankruptcy. Findings predict that debt maturities 
decrease with firm risk, payout ratio, and credit rating. 
Izani Ibrahim and Ruzita Abdul-Rahim (2013) found that 
Malaysian firms are adjusting their capital structure at a slow 
speed of 12.7% towards the target capital structure but over 
leveraged firms adjust faster (29.4%) towards the target as 
compared to underleveraged firms (13.1%). They also 
investigated that firms need to adjust faster (17.5%) that are 
beyond their target as compared to those firms that are close to 
the target (adjust at only 2.3%). The findings involve that to 
reduce the cost of leverage adjustment; firm should remain 
close to the target capital structure. 
Hypothesis 1: Small companies in Pakistan adjust their 
leverage targets at a relatively lower speed towards target 
leverage and large companies in Pakistan adjust their leverage 
targets at a relatively higher speed towards target leverage.
Share price performance is another factor that company 
managers are likely to consider while making a capital 
structure decision. A firm’s debt ratio changes either due to the 
managerial actions or simply due to the change in its share 
price. Baker and Wurgler (2002) suggested that by issuing 
equity when share prices increases, managers could minimize 
the cost of capital implying that market conditions influence 
the Pecking Order. According to Welch (2004), over the long 
time horizons, the results of stock prices are much more 
important in explaining debt to equity ratios. A survey result 
shows that a target range or a target debt ratio is judged by 
almost 81% of firms when building their debt decisions 
(Graham & Harvey’s, 2001). Morellec (2004) stated by using 
the dynamic model target leverage effect by the change in 
stocks returns. However, Hovakimian, Opler & Titman (2011) 
shows that the timing of equity issuance does not have any 
significant long-lasting impact on capital structure. Consistent 
with the prediction of the Pecking Order theory that managers 
issue shares when they are overvalued, the negative and 
significant effect of share price performance on both market 
and book leverage confirms that managers issue equity after 
an increase in the market price of their shares (Antoniou et al., 
2008). Hovakimian, Opler & Titman (2011) also report an 
inverse relation between target leverage and changes in share 
price.
Masulis (1980), Asquith and Mullins (1986), and Smith, 
Jianguo  & Hamish (2010) found that stock prices act 
favorably towards announcements of leverage- increasing 
transactions but unfavorably towards announcements of 
leverage- decreasing transactions. These results are not 
consistent with the hypothesis that firms adjust towards the 
optimal (from the shareholders' point of view) capital 
structure when they reduce their leverage. Nevertheless, these 
results can be reconciled with the target leverage hypothesis 
once we recognize that the managerial target debt ratio may 
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leverage, and this evidence is conceptualized as market 
timing. A number of studies confirm that the issuance of 
securities depends upon the history of firm’s market value 
(Hovakimian, Olper & Titman, 2001; Baker & Wurgler, 2002; 
Welch, 2004; Flannery & Rangan, 2006; Kayhan & Titman, 
2007).
Hovakimian et al. (2001), who also examine the borrowing 
choice of all firms from the Compustat data from 1979 to 1997 
in a dynamic framework and point out that firm, would set a 
time-varying rather than a constant target debt ratio for which 
managers make financial decisions. 
 Loof (2003) with a sample of the 483 listed firms in US from 
1989 to 1996 investigated the efficiency of financial system to 
reallocate resources from savings to investments and found 
that there were large cross-country differences in determinants 
of optimal capital structure and observed leverage was often 
different from target in both equity and debt dominated 
systems. Moreover, Leary and Roberts (2005) conducted a 
duration analysis specifically on the rebalancing behavior of 
non-financial and non-utility firms from annual Compustat 
data during the year 1962 to year 2000. They concluded that 
firms within the sample adjust at a frequency of once a year to 
keep the actual debt ratio within a target range. Furthermore, 
the persistent effects of shock are actually generated by 
adjustment costs.
Flannery and Rangan (2006) indicated that when firms’ actual 
leverage differs from their optimal capital structure, firms 
partially adjust their leverage ratio towards their target capital 
structure. Several studies such as Lemmon & Zender (2008), 
Huang and Ritter (2009), Elsas and Florysiak (2010) were 
conducted to determine whether firms converge to their target 
capital structure focusing on the estimation of the speed of 
adjustment.
The findings specify that firms partially converge to their 
target capital structure, but the speeds of adjustment vary 
across countries and leverage proxy. (Giannetti, 2003; Bancel 
& Mittoo, 2004; Antoniou, 2008; Beck, 2009; Psillaki & 
Daskalakis, 2009; Gropp & Heider, 2010; Kayo and Kimura, 
2011; Oztekin& Flannery, 2012; Joeveer, 2013).  Moreover, 
most investigations are based on companies in developed 
countries, and rarely are companies rooted in developing 
countries, especially in Pakistan. The adjustment speeds 
towards target capital structure are disagreed and still need 
further studies. Diversified results of estimated speed towards 
optimal debt ratio are reported by previous literature.
Yanmin, QianYao, Tony and Wirjanto (2009) investigated the 
determinants of capital structure for 650 Chinese publicly 
listed companies over the period from 1999 to 2004 and 
observed that the Chinese firms adjust towards an equilibrium 
level of debt ratio in a given year at a very slow rate. In a study 
conducted to investigate the determinants of capital structure 
of firms operating in the Asia Pacific region, over the period of 
1993-2001, a sample of all non-financial firms listed in the 
relevant national stock exchanges was used. The findings 
suggested that the capital structure decision of firms was 
influenced by the environment in which they operated 
(Deesomsak, Paudyal & Pescetto, 2004)
PARTIAL ADJUSTMENT MODELS
Unfortunately, adjustment cost can’t be observed, therefore, 
speed of adjustment acts as an important device to measure the 
unobserved adjustment costs and to analyze target behavior at 
the same time. Regularly used by existing literature (Fama & 
French, 2002; Flannery & Rangan, 2006; Huang & Ritter, 
2009), the typical partial adjustment model is:
MDRi,t+1 -MDR i t = ?1 (MDRi,t* - MDRi,t) + µi, t+1
Where, 
MDR i,t is firm’s debt ratio at time t
MDR i,t* is firm i’s targeted debt ratio at the end of period t
Also, a firm mostly completes ?1 of the annual gap (Flannery 
and Rangan, 2006). Putting MDRi,t* = ßXit  into above 
equation gives
MDRi,t+1 - MDR i,t = ?1ßXi,t- ?1MDR i,t + µi,t+1
From overhead equation estimating the target leverage 
according to this regression study assumes that firms reach 
towards their target leverage within period of time. Put ?1 = 1, 
we get
MDRi,t+1 = ßXi,t+ µ i,t+1 ………….. (1)
Where MDR is the ratio of debt and Xi,t variables determine a 
firm’s long-run target debt ratio as explained in Table 1.
Using OLS regression with Fama-MacBeth time-series 
standard errors, Fama and French (2002) measured adjust-
ment speed ranging from 7% to 18% per year, which is 
suspiciously slow.  In China, Tong & Ning (2004) first 
introduced the dynamic adjustment framework with panel 
data of 249 listed firms covering 1997-2003. He came to the 
conclusion that Chinese companies conduct a partial adjust-
ment procedure at a speed of 27.75%. He also concluded that 
in underdeveloped economy and financial system, listed 
companies face higher adjustment costs, which could account 
for the slower targeting pace. 
Flannery and Rangan (2006) reported different speed of 
adjustments towards the target capital structure depending on 
various estimation techniques, and they also demonstrated 
that by applying firm-specific effects, the estimation becomes 
much higher, reaching approximately 38% per year by market 
value of debt ratio. Wang, Zhou and Fang (2007) estimated the 
speed of adjustment towards target debt ratio as 27.3% and 
41.4% with pooled OLS and firm-fixed effects in China, 
focusing on 620 public listed companies respectively. Qian, 
Tian and Wirjanto (2009) choose a sample of 3,900 firm-year 
observations for 650 firms over the period of 1999 to 2004. 
They apply generalized methods of moments (GMM) and 
estimated that listed companies in China rebalance to the 
equilibrium level of debt at a rate of 18.5%.Adopting the 
GMM method, Lemmon & Zender (2008) estimated speed of 
adjustment with book leverage, and obtain a moderate rate of 
25% per year. 
An incomplete adjustment model has been used to locate that 
American and British firms are balancing their capital 
structure again to target leverage ratios (Ozkan, 2001; 
Flannery & Rangan, 2006). In the same way, an asymmetric 
partial adjustment model has been employed to estimate the 
capital structure of UK firms, resulting that in order to keep 
away from the cost of insolvency and liquidation; highly 
leveraged firms are efficient towards adjusting their capital 
structure (Dang, Garrett & Nguyen, 2011). A later study by 
Huang and Ritter (2009), using long differencing OLS 
regression with firm-fixed effects, estimates the adjustment 
speed of 17% for book leverage and 23.2% for market 
leverage. Park and Kim (2011) investigated the managerial 
overconfidence relationship with the firm leverage that is 
listed in the Korean Stock Market over the period of 1985 to 
2007. Their findings stated that overconfidence of the 
management lead to increase the leverage of the firms.
Getzmann et al., (2010) investigated the capital structure and 
speed towards the ratio of target capital structure adjustments 
in Asia, United States, and Europe with the help of large panel 
data set of 2,706 companies through GMM estimations. They 
indicate that Trade Off theory has large explanatory power for 
the capital structure choices of large firms in Asia, Europe and 
the U.S.A. Additionally, their results provide evidence that 
industry-fixed effects influence capital structure choices and 
adjustment speeds across these major regions of the world 
economy.
Smith, Chen, and Anderson (2010) investigated how quickly 
New Zealand firms within industries adjust towards target 
debt ratios between 1984 and 2009.Industries that have 
relatively high risk are more likely to have higher levels of 
debt, and also to revert more quickly to a target ratio from 
which they have deviated. On the other hand, firms in 
industries that have relatively low risk are more likely to have 
lower levels of debt, and to feel less urgency to move rapidly 
back to a target ratio. 
Monteforte & Raffaelle (2014) examined the diversification 
of geography and products that are related to the capital 
structure individually, this diversification increased in 
leverage in the Italian firms. Findings of the study stated that 
when firms engage in these diversification strategies, debt cost 
of agency and problem of asymmetric information may 
increase, it helps the company to reduce their capacity of debt. 
Ovtchinnikov (2010) examined deregulations impact 
significantly at the operating environment and leverage 
decisions of the firms. Exogenous shocks affect on capital 
structure that response to the change in operating environ-
ment. Dang, Garrett, and Nguyen (2011) in their research 
work in France, Germany, Japan, UK and US concluded that 
firms that adjust their target leverage quickly have lower 
growth and profitabilityopportunities.
A more recent paper by Hovakimian, Opler & & Titman 
(2011) reported the results of a full-sample OLS regression of 
35.7% and 13.2% with and without firm-fixed effect for target 
adjustments, respectively. Tucker and Stoja (2011)  examined 
the impact of industry membership on the capital structure 
dynamics of UK quoted firms over the period 1968 to 2006. 
They found that adjustment towards a given target is rapid, 
taking on average no more than four years. Chung and Shen 
(2011) examined the Pecking Order hypothesis and suggested 
that firms associated with higher information asymmetries 
should have higher incentives to issue debt. Information 
asymmetry creates two effects on capital structure decisions 
and found a positive relationship between information 
asymmetry and debt financing. 
Issler (2013) investigated the Trade Off theory of capital 
structure, firms issue short-term debt when the term spread is 
positive and they increase maturity as the term spread 
decreases. Firms optimally issue short-term debt to reduce the 
chance of bankruptcy. Findings predict that debt maturities 
decrease with firm risk, payout ratio, and credit rating. 
Izani Ibrahim and Ruzita Abdul-Rahim (2013) found that 
Malaysian firms are adjusting their capital structure at a slow 
speed of 12.7% towards the target capital structure but over 
leveraged firms adjust faster (29.4%) towards the target as 
compared to underleveraged firms (13.1%). They also 
investigated that firms need to adjust faster (17.5%) that are 
beyond their target as compared to those firms that are close to 
the target (adjust at only 2.3%). The findings involve that to 
reduce the cost of leverage adjustment; firm should remain 
close to the target capital structure. 
Hypothesis 1: Small companies in Pakistan adjust their 
leverage targets at a relatively lower speed towards target 
leverage and large companies in Pakistan adjust their leverage 
targets at a relatively higher speed towards target leverage.
Share price performance is another factor that company 
managers are likely to consider while making a capital 
structure decision. A firm’s debt ratio changes either due to the 
managerial actions or simply due to the change in its share 
price. Baker and Wurgler (2002) suggested that by issuing 
equity when share prices increases, managers could minimize 
the cost of capital implying that market conditions influence 
the Pecking Order. According to Welch (2004), over the long 
time horizons, the results of stock prices are much more 
important in explaining debt to equity ratios. A survey result 
shows that a target range or a target debt ratio is judged by 
almost 81% of firms when building their debt decisions 
(Graham & Harvey’s, 2001). Morellec (2004) stated by using 
the dynamic model target leverage effect by the change in 
stocks returns. However, Hovakimian, Opler & Titman (2011) 
shows that the timing of equity issuance does not have any 
significant long-lasting impact on capital structure. Consistent 
with the prediction of the Pecking Order theory that managers 
issue shares when they are overvalued, the negative and 
significant effect of share price performance on both market 
and book leverage confirms that managers issue equity after 
an increase in the market price of their shares (Antoniou et al., 
2008). Hovakimian, Opler & Titman (2011) also report an 
inverse relation between target leverage and changes in share 
price.
Masulis (1980), Asquith and Mullins (1986), and Smith, 
Jianguo  & Hamish (2010) found that stock prices act 
favorably towards announcements of leverage- increasing 
transactions but unfavorably towards announcements of 
leverage- decreasing transactions. These results are not 
consistent with the hypothesis that firms adjust towards the 
optimal (from the shareholders' point of view) capital 
structure when they reduce their leverage. Nevertheless, these 
results can be reconciled with the target leverage hypothesis 
once we recognize that the managerial target debt ratio may 
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deviate from the shareholders' optimum level. In addition, 
firms prior to issuing equity when stock prices increases, 
Masulis & Korwar (1986) indicate that firms when performs 
well when they reduce their leverage.
MDR i,t+1 - MDR i,t = ?1ßXi,t+?2SURP + µ i, t+1
………..…. (2)
Where MKR is the ratio of market debt, SURP measures the 
impact of unanticipated share prices on MKR and Xi,t 
variables determine a firm’s long-run ratio of target debt as 
explained in Table 1.
Hypothesis 2: Anticipated share price changes have a positive 
effect on company’s targeted leverage.
RESEARCH METHODOLOGY
Research Data:
The sample data for this study is drawn from the companies 
present and listed on the Karachi Stock Exchange (KSE) 100 
index for the financial years 2006 to 2012. Following the 
earlier studies, financial companies and regulated companies 
are not included in the analysis. This is because of the fact their 
capital decisions may take into consideration special factors 
and they have completely different regulatory frameworks 
when compared with the non-financial companies. The 
companies with less than three years of financial data are also 
excluded as regression specifications include a lagged 
dependent variable.
Finally we are left with 344 listed companies with complete 
information for 2,064 firm-year observations, Due to the time 
constraint study had collected sample of 202 firms for the 
years 2006 to 2012 by applying Slovin’s Formula1(Galero-
Tejero , 2011). Some earlier studies ignore smaller companies 
from their analysis, because their cost of adjustment is 
unusually high or their determinants of leverage significantly 
differ. This research study includes all types of the firms and 
also reports estimates of the main regression model for various 
firm size classes. The research evaluates 2 sectors sampled 
listed companies on KSE-100 (Appendix – 1). Sample 
companies use a range of companies at the end of fiscal year 
and hence study states observations annually, as opposed to 
calendar time.
Secondary data is collected for addressing the research 
problems fulfilling the objectives of the study. The Karachi 
Stock Exchange (KSE) website, State Bank of Pakistan (SBP) 
five year report on Financial Analysis of non-financial firms 
for the period 2006-2012, and companies’ annual reports, are 
used extensively for secondary data to gather relevant 
financial data. 
DATA AND VARIABLES:
The variables used in this study are comprised of two groups, 
dependent (predicted) and independent (predictor) variables. 
Market Debt Ratio and Price-Adjusted Market Debt Ratio are 
taken as a predicted variables, while independent variables are 
shown in the table below. Most of the present variables are 
planned according to the variables that were used in an earlier 
research done by Flannery and Rangan (2006) on the “Partial 
Adjustment toward Target Capital Structure”. For data 
analysis, MS Excel 2007 and Stata 16 are used.
To model a target debt ratio, a set of firm characteristics (Xi,t) 
that appear in the early literature (Hovakimian, 2003; Fama 
and French, 2002; Flannery and Rangan, 2006). Table 1 
defines the variables used in this study with their expected 
effects on the target debt ratio.
RESULTS AND FINDINGS
Textile Sector: The GMM analysis for the textile sector shows 
that the MDRit coefficient indicates an adjustment speed of 
35.44% (t value = 6.50) annually from the current debt 
structure. Also, the inclusion of SURP variable increases the 
annual speed adjustment from 35.44% to 41.39%, indicating 
an increment of almost 6% in the adjustment speed towards 
the target capital structure for the textile sector.
Food Sector: The GMM analysis for the food sector shows 
that the MDRit coefficient indicates an adjustment speed of 
93.62% (t value = -18.57) annually from the current debt 
structure. The SURP variable addition in the previous GMM 
method also increases the annual speed adjustment of almost 
3% towards the target capital structure for the food sector.
Chemical Sector: The GMM analysis for the Chemical sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 78.87% (t value = 9.64) annually from the current 
debt structure. The SURP variable addition in the previous 
GMM method also increases the annual speed adjustment of 
almost 5% towards the target capital structure for the chemical 
sector.
Manufacturing Sector: The GMM analysis for the 
Manufacturing sector shows that the MDRit coefficient 
indicates an adjustment speed of 35.44% (t value = 6.50) 
annually from the current debt structure. Also, the inclusion of 
SURP variable increases the annual speed adjustment from 
35.44% to 41.39%, indicating an increment of almost 6% in 
the adjustment speed towards the target capital structure for 
the manufacturing sector.
Non Metallic Sector: The GMM analysis for the Non Metallic 
sector shows that the MDRit coefficient indicates an adjust-
ment speed of 93.23% (t value = -9.68) annually from the 
current debt structure. Also, the inclusion of SURP variable 
increases the annual speed adjustment from 93.23% to 
99.66%, indicating an increment of almost 6% in the adjust-
ment speed towards the target capital structure for the non 
metallic sector.
Motor Vehicle Sector: The GMM analysis for the Motor sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 84.41% (t value = -10.48) annually from the current 
debt structure. The inclusion of SURP variable increases the 
annual adjustment speed by 2% towards the target capital 
structure for the motor vehicle sector.
Fuel Energy Sector: The GMM analysis for the Fuel sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 75.20% (t value = -8.05) annually from the current 
debt structure. The addition of SURP in the fuel energy sector 
also has a positive increment of 1% towards the target capital 
structure of the companies.
Coke and Refined Sector: The GMM analysis for the Coke and 
Refined sector shows that the MDRit coefficient indicates an 
adjustment speed of 101.44% (t value = -96.87) annually from 
the current debt structure. Also, the inclusion of SURP 
variable has a quite low impact on the change of the annual 
adjustment speed.
Paper and Board Sector: The GMM analysis for the Paper and 
Board sector shows that the MDRit coefficient indicates an 
adjustment speed of 55.46% (t value = -4.26) annually from 
the current debt structure. The addition of SURP in the fuel 
energy sector also has a positive increment of 18% towards the 
target capital structure, which is very high when compared to 
the other sectors operating in the Pakistan.
Electric Machinery Sector: The GMM analysis for the Electric 
sector shows that the MDRit coefficient indicates an adjust-
ment speed of 84.41% (t value = -10.48) annually from the 
current debt structure. The inclusion of SURP variable 
increases the annual adjustment speed by 2% towards the 
target capital structure for the motor vehicle sector.
Services Sector: The GMM analysis for the Services sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 67.44% (t value = -4.70) annually from the current 
debt structure. Also, the inclusion of SURP variable has a quite 
low impact on the change of the annual adjustment speed.
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deviate from the shareholders' optimum level. In addition, 
firms prior to issuing equity when stock prices increases, 
Masulis & Korwar (1986) indicate that firms when performs 
well when they reduce their leverage.
MDR i,t+1 - MDR i,t = ?1ßXi,t+?2SURP + µ i, t+1
………..…. (2)
Where MKR is the ratio of market debt, SURP measures the 
impact of unanticipated share prices on MKR and Xi,t 
variables determine a firm’s long-run ratio of target debt as 
explained in Table 1.
Hypothesis 2: Anticipated share price changes have a positive 
effect on company’s targeted leverage.
RESEARCH METHODOLOGY
Research Data:
The sample data for this study is drawn from the companies 
present and listed on the Karachi Stock Exchange (KSE) 100 
index for the financial years 2006 to 2012. Following the 
earlier studies, financial companies and regulated companies 
are not included in the analysis. This is because of the fact their 
capital decisions may take into consideration special factors 
and they have completely different regulatory frameworks 
when compared with the non-financial companies. The 
companies with less than three years of financial data are also 
excluded as regression specifications include a lagged 
dependent variable.
Finally we are left with 344 listed companies with complete 
information for 2,064 firm-year observations, Due to the time 
constraint study had collected sample of 202 firms for the 
years 2006 to 2012 by applying Slovin’s Formula1(Galero-
Tejero , 2011). Some earlier studies ignore smaller companies 
from their analysis, because their cost of adjustment is 
unusually high or their determinants of leverage significantly 
differ. This research study includes all types of the firms and 
also reports estimates of the main regression model for various 
firm size classes. The research evaluates 2 sectors sampled 
listed companies on KSE-100 (Appendix – 1). Sample 
companies use a range of companies at the end of fiscal year 
and hence study states observations annually, as opposed to 
calendar time.
Secondary data is collected for addressing the research 
problems fulfilling the objectives of the study. The Karachi 
Stock Exchange (KSE) website, State Bank of Pakistan (SBP) 
five year report on Financial Analysis of non-financial firms 
for the period 2006-2012, and companies’ annual reports, are 
used extensively for secondary data to gather relevant 
financial data. 
DATA AND VARIABLES:
The variables used in this study are comprised of two groups, 
dependent (predicted) and independent (predictor) variables. 
Market Debt Ratio and Price-Adjusted Market Debt Ratio are 
taken as a predicted variables, while independent variables are 
shown in the table below. Most of the present variables are 
planned according to the variables that were used in an earlier 
research done by Flannery and Rangan (2006) on the “Partial 
Adjustment toward Target Capital Structure”. For data 
analysis, MS Excel 2007 and Stata 16 are used.
To model a target debt ratio, a set of firm characteristics (Xi,t) 
that appear in the early literature (Hovakimian, 2003; Fama 
and French, 2002; Flannery and Rangan, 2006). Table 1 
defines the variables used in this study with their expected 
effects on the target debt ratio.
RESULTS AND FINDINGS
Textile Sector: The GMM analysis for the textile sector shows 
that the MDRit coefficient indicates an adjustment speed of 
35.44% (t value = 6.50) annually from the current debt 
structure. Also, the inclusion of SURP variable increases the 
annual speed adjustment from 35.44% to 41.39%, indicating 
an increment of almost 6% in the adjustment speed towards 
the target capital structure for the textile sector.
Food Sector: The GMM analysis for the food sector shows 
that the MDRit coefficient indicates an adjustment speed of 
93.62% (t value = -18.57) annually from the current debt 
structure. The SURP variable addition in the previous GMM 
method also increases the annual speed adjustment of almost 
3% towards the target capital structure for the food sector.
Chemical Sector: The GMM analysis for the Chemical sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 78.87% (t value = 9.64) annually from the current 
debt structure. The SURP variable addition in the previous 
GMM method also increases the annual speed adjustment of 
almost 5% towards the target capital structure for the chemical 
sector.
Manufacturing Sector: The GMM analysis for the 
Manufacturing sector shows that the MDRit coefficient 
indicates an adjustment speed of 35.44% (t value = 6.50) 
annually from the current debt structure. Also, the inclusion of 
SURP variable increases the annual speed adjustment from 
35.44% to 41.39%, indicating an increment of almost 6% in 
the adjustment speed towards the target capital structure for 
the manufacturing sector.
Non Metallic Sector: The GMM analysis for the Non Metallic 
sector shows that the MDRit coefficient indicates an adjust-
ment speed of 93.23% (t value = -9.68) annually from the 
current debt structure. Also, the inclusion of SURP variable 
increases the annual speed adjustment from 93.23% to 
99.66%, indicating an increment of almost 6% in the adjust-
ment speed towards the target capital structure for the non 
metallic sector.
Motor Vehicle Sector: The GMM analysis for the Motor sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 84.41% (t value = -10.48) annually from the current 
debt structure. The inclusion of SURP variable increases the 
annual adjustment speed by 2% towards the target capital 
structure for the motor vehicle sector.
Fuel Energy Sector: The GMM analysis for the Fuel sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 75.20% (t value = -8.05) annually from the current 
debt structure. The addition of SURP in the fuel energy sector 
also has a positive increment of 1% towards the target capital 
structure of the companies.
Coke and Refined Sector: The GMM analysis for the Coke and 
Refined sector shows that the MDRit coefficient indicates an 
adjustment speed of 101.44% (t value = -96.87) annually from 
the current debt structure. Also, the inclusion of SURP 
variable has a quite low impact on the change of the annual 
adjustment speed.
Paper and Board Sector: The GMM analysis for the Paper and 
Board sector shows that the MDRit coefficient indicates an 
adjustment speed of 55.46% (t value = -4.26) annually from 
the current debt structure. The addition of SURP in the fuel 
energy sector also has a positive increment of 18% towards the 
target capital structure, which is very high when compared to 
the other sectors operating in the Pakistan.
Electric Machinery Sector: The GMM analysis for the Electric 
sector shows that the MDRit coefficient indicates an adjust-
ment speed of 84.41% (t value = -10.48) annually from the 
current debt structure. The inclusion of SURP variable 
increases the annual adjustment speed by 2% towards the 
target capital structure for the motor vehicle sector.
Services Sector: The GMM analysis for the Services sector 
shows that the MDRit coefficient indicates an adjustment 
speed of 67.44% (t value = -4.70) annually from the current 
debt structure. Also, the inclusion of SURP variable has a quite 
low impact on the change of the annual adjustment speed.
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CONCLUSION:
Study found that non-financial companies pursued and 
recognized ratio of target capital over the last 7 years from 
2006-12. In addition, equal evidence was found across all the 
sector of companies. The adjustment speeds with or without 
the SURP variable are somehow very similar for all the 
sectors, except the paper and paper board sector where there is 
a high positive increment towards the target capital structure 
adjustment. Regardless of the specification or estimation 
method employed, the variables meant to capture target 
leverage are highly significant, both individually and 
collectively. 
FUTURE IMPLICATIONS
This study will provide a basis for the managers to make 
appropriate optimal capital structure, which will increase the 
profitability of firms. Study provides the ground base for the 
academic research in terms of understanding the level and of 
reaching optimal structure. Future research may open avenues 
for managers to understand the necessity to secure target 
optimal capital structure as quickly as possible given that 
targeted capital structure has potential impact on share price.
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CONCLUSION:
Study found that non-financial companies pursued and 
recognized ratio of target capital over the last 7 years from 
2006-12. In addition, equal evidence was found across all the 
sector of companies. The adjustment speeds with or without 
the SURP variable are somehow very similar for all the 
sectors, except the paper and paper board sector where there is 
a high positive increment towards the target capital structure 
adjustment. Regardless of the specification or estimation 
method employed, the variables meant to capture target 
leverage are highly significant, both individually and 
collectively. 
FUTURE IMPLICATIONS
This study will provide a basis for the managers to make 
appropriate optimal capital structure, which will increase the 
profitability of firms. Study provides the ground base for the 
academic research in terms of understanding the level and of 
reaching optimal structure. Future research may open avenues 
for managers to understand the necessity to secure target 
optimal capital structure as quickly as possible given that 
targeted capital structure has potential impact on share price.
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